SCS Agency ANALYSIS OF ORIGINAL BILL

Franchise Tax Board

Author: _Kal oogi an Analyst: Jeani Brent Bill Number: AB 2108
Related Bills: SB 1613 (1998) Telephone: 845- 3410 Introduced Date: 02/ 18/ 98
Attorney: Doug Branmhal | Sponsor:

SUBJECT: Conformty to Federal HOPE Schol arship Credit/FTB to Report Fiscal |npact
to Legislature

SUMVARY

This bill would conformCalifornia |law to the federal non-refundabl e HOPE
Schol arship credit contained in the federal 1997 Taxpayer Relief Act (TRA).

This bill also would require the departnent to report to the Legislature on or
before July 1, 2000, the fiscal inpact of conformty to the HOPE credit.

EFFECTI VE DATE

This bill would go into i mediate effect and woul d be operative for taxable years
begi nning on or after January 1, 1998.

SPECI FI C FI NDI NGS

Under existing federal |aw as enacted by the TRA, individual taxpayers are
allowed to claima non-refundabl e HOPE credit agai nst federal inconme taxes. The
HOPE credit rate is 100% on the first $1,000 of qualified tuition and fees and
50% on the next $1,000 of qualified tuition and fees. The HOPE credit is

avail able only for tuition and fees required for the enroll nment or attendance of
an eligible student at an eligible institution and is not avail able for expenses
incurred to purchase books or for room and board. For each taxable year, a
taxpayer nust elect with respect to an eligible student either the HOPE credit,
the lifetime learning credit, or the exclusion fromgross inconme for certain

di stributions froman education |RA

The HOPE credit is not available to married taxpayers filing separate returns.
Married taxpayers nust file joint tax returns to qualify for the credit.

The HOPE credit is for tuition and fees paid for the first two years of the
student' s post-secondary education in a degree or certificate program The
qualified tuition and rel ated expenses nmust be incurred on behal f of the

t axpayer, the taxpayer's spouse, or a dependent. Beginning in 2001, the maxi nmum
credit ampunt of $1,500 will be indexed for inflation, rounded down to the
closest multiple of $50.
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The HOPE credit may not be claimed against a taxpayer's alternative m nimumtax
(AMI) liability. The HOPE credit anount that a taxpayer may otherwi se claimis
phased out ratably for taxpayers with nodified AG between $40, 000 and $50, 000
($80, 000 and $100,000 for joint returns). Mddified AG includes anounts

ot herwi se excluded with respect to inconme earned abroad (or income from Puerto
Rico or U S possessions). The income phase-out ranges will be indexed for
inflation occurring after the year 2000, rounded down to the closest nultiple of
$1,000. The HOPE credit is available in the taxable year the expenses are paid,
subject to the requirenent that the educati on comence or continue during that
year or during the first three nonths of the next year. Qualified tuition
expenses paid with the proceeds of a | oan generally are eligible for the HOPE
credits (rather than repaynent of the loan itself).

The Internal Revenue Service is granted authority to issue regulations providing
that the HOPE credit will be recaptured in cases where the student or taxpayer
receives a refund of tuition and rel ated expenses with respect to which a credit
was clainmed in a prior year.

If a student is clainmed as a dependent by the parent or other taxpayer, the
eligible student is not entitled to claima HOPE credit for that taxable year on
the student's own tax return. |If a parent (or other taxpayer) clains a student
as a dependent, any qualified tuition and rel ated expenses paid by the student
are treated as paid by the parent (or other taxpayer) for purposes of this
provi si on.

For each taxable year, a taxpayer nmay elect with respect to an eligible student
either the HOPE credit, the lifetinme learning credit, or the exclusion from gross
income for certain distributions froman education IRA. Thus, for exanmple, if a
parent clainms a child as a dependent for a taxable year, then all qualified
tuition expenses paid by both the parent and child are deened paid by the parent,
and the parent may claimthe HOPE credit (assum ng that the AG@ phaseout does not
apply) on the parent's return.

Qualified Tuition and Fees

The HOPE credit is available for “qualified tuition and rel ated expenses,”
meani ng tuition and fees required for the enroll ment or attendance of an
eligible student at an eligible educational institution, as defined. The
credit is not available for expenses incurred to purchase books. Charges and
fees associated with nmeals, |odging, student activities, athletics, insurance,
transportation, and sinmilar personal, living or fam |y expenses are al so not

i ncl uded. The expenses of education involving sports, ganes, or hobbies are
not qualified tuition and rel ated expenses unless this education is part of the
student's degree program

Qualified tuition and fees generally include only out-of-pocket expenses.
Qualified tuition and fees do not include expenses covered by educationa
assistance that is not required to be included in the gross inconme of either
the student or the taxpayer claimng the credit. Thus, total qualified tuition
and fees are reduced by any scholarship or fellowship grants excludable from
gross incone under present-law and any other tax-free educational benefits
received by the student during the taxable year. No reduction of qualified
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tuition and fees is required for a gift, bequest, devise, or inheritance. A
HOPE credit is not allowed with respect to any educati on expense for which a
deduction is clained as a business expense or under any other section of the
I nternal Revenue Code.

Coordination with U S. Savings Bonds

The TRA of 1997 anended the exclusion fromincone of interest earned from
federal savings bonds if used for higher education to provide that the anount
of qualified higher education expenses taken into account for that purpose is
reduced by the ambunt of the expenses taken into account in determning the
HOPE credit or the lifetine learning credit clained by any taxpayer with
respect to the student for the taxable year.

El i gi bl e Student

An eligible student for purposes of the HOPE credit is an individual who is
enrolled in a degree, certificate, or other program (including a program of
study abroad approved for credit by the institution at which such student is
enrolled) leading to a recogni zed educational credential at an eligible
educational institution. The student nust pursue a course of study for at

| east one academ c period that begins during the taxable year and nmust carry at
| east one-half the normal full-tinme workload for the course of study the
student is pursuing. In addition, an eligible student may not have been
convicted of a federal or state felony consisting of the possession or

di stribution of a controlled substance.

El i gi bl e Educational Institutions

El i gi bl e educational institutions are defined by reference to section 481 of
the Hi gher Education Act of 1965. Such institutions generally are accredited
post-secondary educational institutions offering credit toward a bachelor's
degree, an associate's degree, or another recogni zed post-secondary credential .
Certain proprietary institutions and post-secondary vocational institutions

al so are eligible educational institutions. The institution nust be eligible
to participate in Departnment of Education student aid prograns.

This bill would conform California law to the federal HOPE credit, allow ng
California taxpayers a credit of 100% on the first $1,000 of qualified tuition
and fees and 50% on the next $1,000 of qualified tuition and fees.

This bill also would require the departnent to report to the Legislature on or
before July 1, 2000, the fiscal inpact of conformty to the HOPE credit.

Pol i cy Consi deration

The federal credit allows taxpayers to claim 100% of the first $1,000 of
qualified tuition and fees. This bill would allow an identical credit under
state |aw, thereby effectively doubling the anobunt of allowable credit —
200% of the first $1,000 of qualified tuition for the conbined credits.

The | anguage in this bill would not include certain rules provided by the
federal HOPE Schol arship credit. Because this bill specifically confornms to
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subdivision (a)(1) of Internal Revenue Code Section 25A, it would not
conformto the follow ng rules:

1. The limtation based on nodified adjusted gross incone provided in |IRC
25A(d);

2. The definitions of "qualified tuition and rel ated expenses” and "eligible
educational institution"” provided in |IRC 25A(f);

3. Special rules regarding identification requirenents, scholarship
adj ustnents, treatnent of expenses paid by the dependent, treatnent of
certain prepaynents, denial of double benefit, married individuals filing
separate returns, and nonresident aliens; and

4. Inflation adjustnents.

In addition, since the federal HOPE credit is only allowable if the taxpayer
affirmatively elects to have the section apply, and that election is
contained in I RC Section 25A(e), to which this bill would not conform no
taxpayer could claimthe HOPE credit under this bill as currently drafted.

Nei ther the federal HOPE credit nor the credit created by this bill have a
sunset date. Credits are typically enacted with a sunset date so that the
Legi sl ature can review their effectiveness.

This credit would not be limted to taxpayers who are residents of
California.

| npl ement ati on Consi derati on

I mpl ementing this bill would require sone changes to existing tax fornms and
instructions and information systens, which could be acconplished during the
nor mal annual update.

Techni cal Consi deration

This bill does not specify an operative date. Wile the Personal |ncone Tax
Law provides rules that would make this bill's provisions apply to taxable
years beginning on or after January 1, 1998, it is standard to include
operative date | anguage in credit provisions, such asFor each taxabl e year
begi nning on or after January 1, 1998, there shall be allowed .

LEG SLATI VELY MANDATED REPORTS

This bill would require the departnent to report to the Legislature on or before
July 1, 2000, the fiscal inmpact of the HOPE Schol arship credit.

FI SCAL | MPACT

Departnmental Costs

This bill would not significantly inpact the department’s costs.
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Tax Revenue Esti mate

Revenue | osses fromthis provision are estinmated as foll ows:

Esti mat ed Revenue | npact AB 2108
Taxabl e Years Beginning 1/1/98
Assunmed Enactnent After 6/30/98

(In MIlions
1998-9 1999-0 2000- 01
($95) ($80) ($80)

Thi s anal ysis does not consider the possible changes in enploynent, persona
i ncome, or gross state product that could result fromthis proposal

Revenue Di scussi on

These estimates were derived frominformation fromthe California

Post secondary Educati on Comm ssion on student profiles and costs, conbi ned
with state tax return data on incone and tax liability distributions. For
1998 it is projected approximately 200,000 returns wll claimthe HOPE
credit.

BOARD POSI T1 ON

Pendi ng.



